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Existing stock indexes were inappropriate to reflect the stock market aggregate performance 
since it was suffering from several shortcomings. Moreover, the existing stock indexes only 
can be used to measure the stock market returns, but not the other aspect, such as stock 
market development or stock market liquidity. Generally, there are also two common 
methods, namely (i) market capitalization weighting method and (ii) price-weighting method 
could be used in constructing the existing stock indexes. Regardless of the types of weighting 
method, existing stock index tends to be heavily affected by the movements of overprice or 
large market capitalization stocks. In order to overcome the shortcoming, this study aims to 
develop an index, namely stock market performance index (SMPI) to measure the stock 
market performance in aggregate level. This study constructed the index by combining four 
different stock market indicators, which represented the stock market performance in four 
different aspects – (i) stock market development, (ii) stock market liquidity, (iii) stock 
market returns and (iv) stock market volatility. Principal component analysis had been used 
in determining the weightage to be assigned to four different stock market indicators. The 
indicator of stock market development carried the highest weightage, followed by stock 
market liquidity, stock market returns and stock market volatility. The SMPI ranged between 
0 and 100, where 0 indicates the worst stock market aggregate performance and 100 indicates 
the best stock market aggregate performance. Generally, the results obtained shown that 
most of the countries had a better stock market aggregate performance in the year of 2009. 
The newly-constructed SMPI also found to be reliable as compared to the existing stock 
indexes. Besides that, this study intends to investigate the macroeconomic and institutional 
determinants of SMPI. This study revealed that foreign direct investment and inflation rate 




Specifically, foreign direct investment positively affects the stock market aggregate 
performance, while the inflation rate negatively affects the stock market aggregate 
performance. On the other hand, this study also found that the increase in the rating for voice 
and accountability helps to enhance the SMPI of developed country. Whereas, the increase 
in the rating for political stability, government effectiveness, rule of law and control on 
corruption helps to enhance the SMPI of developing country The findings of this study is 
also expected to contributes to the existing literature by constructing the new index to 
measure the stock market aggregate performance and identifying its determinants. These 
may help the policymaker and stock market participants to analyse the aggregate stock 
market performance in an easier way and understand the significant macroeconomic factor 
or institutional factors that affect the Stock Market Performance Index (SMPI).   













Indeks saham yang sedia ada tidak sesuai untuk menggambarkan prestasi agregat pasaran 
saham kerana ia mempunyai beberapa kekurangan. Lagipun, indeks saham yang sedia ada 
hanya boleh digunakan untuk mengira pulangan dalam pasaran saham saja, tetapi bukan 
aspek pasaran saham yang lain, seperti pengembangan pasar saham atau kecairan pasar 
saham. Secara umumnya, terdapat dua kaedah umum, iaitu (i) kaedah pemberat kapitalisasi 
pasar dan (ii) kaedah pemberat harga boleh digunakan untuk membangunkan indeks saham 
yang sedia ada. Tanpa mengira kaedah pemberat yang digunakan, indeks saham yang sedia 
turut dipengaruhi oleh pergerakan saham yang berharga tinggi ataupun saham yang 
mempunyai permodalan pasaran yang besar. Untuk mengatasi kekurangan tersebut, kajian 
ini bertujuan untuk membangunkan indeks, iaitu indeks prestasi pasaran saham (SMPI) 
untuk menilai prestasi pasaran saham secara agregat. Kajian ini membina indeks dengan 
menggabungkan empat pembolehubah pasaran saham, yang mewakili prestasi pasaran 
saham dalam empat aspek yang berbeza, iaitu (i) pembangunan pasaran saham, (ii) 
kecairan pasaran saham, (iii) pulangan pasaran saham dan (iv) turun naik pasaran saham. 
Analisis komponen utama telah digunakan untuk menentukan wajaran yang diagihkan 
kepada empat pembolehubah pasaran saham. Pembolehubah pembangunan pasaran saham 
membawa wajaran tertinggi, diikuti dengan kecairan pasaran saham, pulangan pasaran 
saham dan turun naik pasaran saham. SMPI berkisar antara 0 dan 100, di mana 0 
menunjukkan prestasi agregat pasaran saham terburuk dan 100 menunjukkan prestasi 
agregat pasaran saham terbaik. Secara amnya, keputusan yang diperoleh menunjukkan 
bahawa kebanyakan negara mempunyai prestasi agregat pasaran saham yang lebih baik 
pada tahun 2009. SMPI telah dibuktikan mempunyai kebolehpercayaan yang lebih tinggi 




mengkaji penentu makroekonomi dan institusi untuk SMPI. Kajian ini menunjukkan bahawa 
pelaburan langsung asing dan kadar inflasi mempunyai kesan yang signifikan terhadap 
SMPI untuk kedua-dua negara maju dan membangun. Secara khusus, pelaburan langsung 
asing menunjukkan kesan positif terhadap prestasi agregat pasaran saham, manakala kadar 
inflasi menunjukkan kesan negatif terhadap prestasi agregat pasaran saham. Di samping 
itu, kajian ini juga mendapati bahawa peningkatan untuk penilaian suara dan akauntabiliti 
akan meningkatkan SMPI negara maju. Manakala, peningkatan untuk penilaian kestabilan 
politik, keberkesanan pemerintah, kedaulatan undang-undang dan kawalan terhadap 
rasuah meningkatkan SMPI negara membangun. Hasil kajian ini juga diharapkan dapat 
menyumbang kepada literatur yang sedia ada dengan membina indeks baru untuk menilai 
prestasi agregat pasaran saham dan mengenal pasti penentunya. Ini dapat membantu 
pembuat dasar dan peserta pasaran saham untuk menganalisis prestasi pasaran saham 
agregat dengan cara yang lebih mudah dan memahami faktor makroekonomi atau faktor 
institusi yang mempengaruhi Indeks Prestasi Pasaran Saham (SMPI). 
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Stock market is the heart of the financial system. The stock market helps in 
facilitating the efficient allocation of capital among the various parties. Instead of taking the 
long term debt from the banks, the stock market also allows the listed companies to raise up 
the extra equity funds through the issuance of new share.  From investors’ perspective, stock 
market is the platform which enable them to have the stocks trading for the purpose of 
receiving stable dividends or earning the capital gain. In addition, investors who own the 
stock may also claim the little ownership in a listed firm. The stocks trading activities also 
enable the investors to channel their savings into the business industrial through the real 
investment activities (Osisanwo & Atanda, 2012). Due to the characteristics of high potential 
return, the stock market has attracted considerable attention from the researcher, investors, 
and academicians.  
Besides that, Osei (2005) mentioned that the existence of stock market tends to 
stimulate the economic growth by increasing the liquidity of financial asset, helping the 
international and domestic investors in international and global diversification, giving 
impetus to wiser investment decision, and bringing in more capital to the corporations. On 
the other hand, El-Nader and Alraimony (2013) pointed out three arguments regarding the 
association between the stock market and economic growth. Firstly, they argued that 
financial development is able to help in accelerating future economic growth. Secondly, 
economic growth tends to affect the financial development in a positive direction. Lastly, 




other at the same time. However, the stock market is much more complicated than what 
most people thought and full of high risk-yield characteristics (Dai, Han, & Dai, 2014).  
Stock prices also can be used as a leading indicator in determining the real economic 
activities, where rising (declining) stock price indicates the better (worsen) business 
environment (Kaur & Singh, 2019). This is mainly due to the high sensitivity of stock prices 
towards the country’s economic condition (Barakat, Elgazzar & Hanafy, 2016). Thus, 
investors have also made numerous attempts to forecast the stock price movements and try 
to earn the abnormal return (John, 2018). However, it is crucial for the investors to analyse 
the stock market performance in another aspect, such as the stock market liquidity, before 
making any investment decision. This is due to the reason that a liquid stock market enables 
the investors to acquire or dispose their stocks easily.  
However, previous studies also measured the stock market performance in another 
way. For instance, Boadi and Amegbe (2017) measured the stock market performance by 
using the stock market returns, while Innocent, Shukla and Ochieng (2018) measured the 
stock market performance by using the stock market development. An earlier study by 
Billmeier and Massa (2007) claimed that market capitalization is commonly used as the 
indicator to measure the stock market development. On the other hand, stock index is usually 
used to measure the stock market performance since it fully reflects investor’s perceptions 
towards corporate financial performance, for instance, earnings, cash flows, and investors’ 
required rate of return (Reily & Brown, 2012). Numerous measurements of stock market 
performance exist in the market. Table 1.1 shows the constituents of five stock market 





Table 1.1: Examples of the Stock Market Index (Malaysia) 
No Index Name Constituents 
1 Kuala Lumpur Composite Index 
(KLCI) 
30 largest market capitalization 
companies 
2 Bursa Malaysia Mid 70 Index 
(FBM70) 
Next 70 largest market capitalization 
companies 
3 Bursa Malaysia Top 100 Index 
(FBMT100) 
Constituents of KLCI and FBM 70 
4 Bursa Malaysia Small Cap Index 
(FBMSCAP) 
Companies that fall within the top 98% 
(in terms of market capitalization) of the 
Main Market, but they are not 
constituents of FBM 100 
5 Bursa Malaysia EMAS Index 
(FBMEMAS) 
Constituents of FBMT100 and 
FBMSCAP  
 
Although the stock index is commonly used by the researchers or investors to 
measure the stock market performance of a particular market, only a certain number of 
stocks comprised the stock index. Indirectly, these stock indexes cannot be used to reflect 
the performance for the stock market since they only reflect the information related to that 
particular number of stocks only. As shown in Table 1.1, these five stock market indexes 
are comprised of a certain number of stocks. For instance, Kuala Lumpur Composite Index 
(KLCI) consist of the 30 largest market capitalization companies in Malaysia. Indirectly, 
these five indexes only reflect the performance or the movement of a specific number of 
stocks. Furthermore, these indexes only constructed based on single sources of information, 
which is the stock price. On the other hand, the EMAS Index constituted of almost all the 
stocks from the Malaysian stock market and covered almost 98% of the market capitalization 
in Bursa Malaysia. Although EMAS index constituted of huge number of stocks, it only 
reflects the movements and returns for Malaysian stock market. The liquidity and volatility 




Furthermore, two different well-known methods had been applied to in the 
computation of the different index. Table 1.2 shows the example under these two different 
weighting methods. 
Table 1.2: Stock Market Index Under Different Weighting Method 
No Weighting Method Example  
1 Market capitalization weighted i. Kuala Lumpur Composite Index 
ii. Straits Times Index  
iii. Stock Exchange of Thailand Index 
2 Price weighted  i. Dow Jones Industrial Average 
ii. Nikkei 225 
However, these two methods have been receiving criticism over the years. Market 
capitalization weighted method has been criticized since this method calculates the weights 
based on the market capitalization of the stocks. As a consequence, stocks with larger market 
capitalization tend to have the largest weightage and own the most significant impacts on 
the stock index (Bolognesi, Torluccio, & Zuccheri, 2013). Besides that, an earlier study by 
Hsu (2006) also mentioned that market capitalization tends to overweight the stocks which 
are over-priced and underweight the under-priced stocks. As for price-weighted method, 
Arnott, Hsu, and Moore (2005) argued that price-weighted index could not be used to 
represent the aggregate stock market since this method treats all the stocks the same 
regardless of their capitalization and liquidity.  
Furthermore, EDHEC (2007) conducted a survey to collect the feedbacks about the 
usefulness of the stock indexes from the asset management companies, pension fund and 
insurance companies. They revealed that only 10.56% of the respondents satisfied with the 
current stock indexes. Majority of the respondents (65.75%) also stated that the existing 
stock indexes is lack of inefficiency and 38.36% of them stated that it lacks of stability. In 




aggregate stock market performance. Thus, this study aims to shed some light upon this 
controversy and develop the stock market performance index (SMPI) to capture the stock 
market performance in different aspects, which included the stock market development, 
stock market liquidity, stock market returns, and stock market volatility.  
A recent study by Ho and Iyke (2017) also noted that the determinants of the stock 
market need to be identified before making any investment decision. Arbitrage Pricing 
Theory (APT) developed by Ross (1976) stated that stock market returns tend to be affected 
by various macroeconomic variables, such as inflation and foreign direct investment. For 
instances, Amtiran et al. (2017) validated the APT and revealed that inflation negatively 
related with the stock returns. Tsagkanos, Siriopoulos and Vartholomatou (2017) stated that 
foreign direct investment also led to the increase in investment activities (stock market 
liquidity) and the size of stock market (stock market development). Despite the fact that 
macroeconomic variables affect the stock market performance, Qiu and Song (2016) argued 
that the stock market performance could also be affected by the institutional quality of a 
country. The institutional quality of a country also can be captured by six different 
components, (i) voice and accountability, (ii) political stability, (iii) government 
effectiveness, (iv) regulatory quality, (v) rule of law and (vi) control of corruption. This 
study also aims to investigate the impacts of particular macroeconomic variables and 
institutional variables towards the SMPI. The rationale of including the institutional 
variables in the analysis is based on the assumption that the institutional environment can 
affect the country’s reputation and investors’ perceptions to some extent. Moreover, the 




1.2 Institutional Quality 
The term “institutional quality” refers to guidelines that can be used in governing 
and directing human being’s expectations (Winful, Sarpong & Agyei-Ntiamoah, 2016). 
Also, a recent study of Canh, Thai, and Schinckus (2018) pointed out that better institutional 
quality positively associated with the stock market movement for the reasons below: 
i. Reduction in the transaction cost and barriers between the stock market, which 
encourages investors in trading shares. 
ii. Lower asymmetric information problem and helps to increase the stock market 
efficiency  
iii. Reduction in risk premium between developed market and domestic market. 
Thus, the institutional quality of a particular country can affect the stock market to some 
extent. On the other hand, Manasseh, Mathew, and Ogbuabor (2017) also stated that the 
degradation of the institutional environment tends to lower down investor confidence and 
affects the performance of a particular stock market adversely. Meanwhile, Ferreira, Xavier, 
and Martins (2017) highlighted that evaluation of business or market performance is not 
only about the analysis of financial data, but it also had to take the systematic risk, for 
instance, political risk into consideration. Six components of World Governance Index 
(WGI) have been used as proxies to measure the institutional quality. The details of WGI 
are further discussed in the next section.   
1.2.1 World Governance Index 
According to Kaufman, Kraay and Mastruzzi (2010), World Governance Index is an 
index that captures perception towards the institutional quality of a particular country from 




accountability (VA), (ii) political stability (PS), (iii) government effectiveness (GE), (iv) 
regulatory quality (RQ), (v) rule of law (RL) and (vi) control of corruption (CC). The 
definitions for each of the six components are provided below: 
i. Voice and Accountability (VA): Perception towards the ability of a country’s 
citizens in choosing their government. 
ii. Political Stability (PS): Perception of the probability for the destabilization of 
government. 
iii. Government Effectiveness (GE): Perception towards the quality of public services, 
civil services, policy formulation, and implementation, and also the independence 
level from political pressure. 
iv. Regulatory Quality (RQ): Perception of the government’s ability to establish and 
execute well policies and regulations. 
v. Rule of Law (RL): Perception of the degree to which agents had confidence and 
obeying the rules of society. 
vi. Control of Corruption (CC): Perception of the degree to which public powers are 
practiced for private gain. 
The scale of the six WGI components ranged from approximately -2.5 (weak) to 2.5 (strong).  
1.3 Overview of the Global Stock Market and Economic Performance 
Numerous studies related to the macroeconomic determinants of stock market 
performance had been conducted over the past decades. It is worth noting that stock market 
development was the common proxy of stock market performance to be used in the research 
field. Stock market development is usually measured by the ratio of market capitalization as 
a percentage of gross domestic product (GDP). The market capitalization of a specific 
